


HE disturbance of business 

which appeared during March and 

April has shown signs of abatement 

lately, with the coal strike out of the 

way, the European situation less men- 
acing, and evidence that the slackening in 
domestic activity is not going as far as some 
had feared. The business situation has been 
hard to appraise this Spring. The complica- 
tions introduced by the threat of war were 
incalculable, and the coal strike developed into 
a more serious matter than expected. Unsea- 
sonable weather through April made it hard to 
judge whether Spring retail business and auto- 
mobile sales would turn out satisfactorily or 
not. Moreover, uncertainty as to Washington 
policies, and the disappointing failure to make 
any important moves that would encourage 
business spending, added another question 
mark. 

All this has made for confusion of opinion, 
which naturally leads to hand-to-mouth buying 
and reluctance to go ahead with anything new. 
Industrial activity slackened unseasonably in 
April, as shown by the decline in the Federal 
Reserve Board’s index of production to 92 
from 98 in March and the peak of 104 last 
December. Almost half of this drop was due to 
the coal stoppage, but the remainder was 
spread over a good many industries. With the 
stock and commodity markets weakening at 
the same time, there was a corresponding in- 
crease of fear that the recession would con- 
tinue for some time. 

During May, however, the European situa- 
tion has been less acute. Business men have 
been able to look ahead without as much refer- 
ence to the menace of an early war, and other 
developments have directed attention to the 
supporting factors. The coal strike settlement 
removed the danger of forced shutdowns of 
factories and utilities. Arrival of warm weather 
brought improvement in department store and 
automobile sales, at least sufficient to show 
that the pessimism of early April was over- 
done; and the business of the mail order houses 
has been exceptionally good throughout. Steel 
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mills have taken orders, at cut prices, which 
will support operations at a higher level than 
previously estimated; and the production rate 
has already turned up, from the low of 45 per 
cent of capacity to 52 in the Memorial Day 
week. Moreover, the action of the markets 
has been stimulating. High grade bonds, which 
were scarcely affected during the stock market 
drop, have advanced further, and stocks have 
moved up. 

In the industries these favorable develop- 
ments have not led as yet to any general in- 
crease in new orders, for buyers can still see 
good reasons to move carefully. The dull sea- 
son is ahead, and no one would claim that the 
possibility of a fresh shock, such as might 
come from another European crisis, has been 
eliminated. However, a period of stability, in- 
stead of continued slump, will naturally tend to 
spread a better feeling. Staple commodities on 
the average have recovered the ground lost 
during the crisis. It is encouraging to see com- 
modity prices firm at a time of general reluc- 
tance to buy ahead, for it signifies that con- 
sumers have no excessive stocks and need to 
enter the markets regularly. 


Nature of the Slackening 


Evidently the slackening of industrial activ- 
ity this Spring has been an extension of the 
reaction since last December, complicated by 
the European crisis and the market weakness, 
which caught business a little off balance. The 
basic reason for the flattening out is that the 
sharp expansion last Fall brought production 
back up to the level of consumption and replen- 
ished depleted inventories. When this was done 
the industries which had moved fastest began 
to lose momentum and they have had to mark 
time or curtail accordingly. 

Business men understand that fluctuations of 
this kind constantly take place. With most 
capital goods industries quiet, the tendency 
is for the up and down movements to be shorter 
than formerly. Upswings in business usually 
begin in the industries making goods of every- 
day use, where consumption is comparatively 
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well sustained even during depression. In the 
normal course this improvement spreads into 
capital goods and the rise broadens with ex- 
panding activity in all lines. But if the capital 
goods industries lag, as they have recently, 
and the circle of improvement is not complete, 
the upswing is likely to be relatively short, for 
the industries cannot maintain full production 
separately. The customers of each industry 
are the workers in the others, and all must 
move forward together. This suggests why the 
rise of last year has not gone further. 

On the other hand, if business expands less 
when a high proportion of its activity is con- 
fined to consumers’ goods and services, it is 
also likely to contract less. With the Federal 
Reserve index of production as low as 92, and 
no troublesome accumulations of goods, there 
is obviously not much room for further cur- 
tailment of industrial operations unless con- 
sumption drops off considerably ; and consump- 
tion is supported by Government expenditures 
which are still to reach their peak, as well as 
by other factors. The inventory situation is 
not disturbing. A tabulation by this Bank of 
the inventories of 90 leading corporations on 
March 31 last shows that they were 9.8 per cent 
less than a year earlier, though the sales of 
most of these concerns are running sub- 
stantially larger, and their forward commit- 
ments are low. As compared with the end of 
1937 the reduction of inventory has been over 
18 per cent. 


New Automobile Models to be Shown Early 


With these supporting elements, it may turn 
out that the conservatism this Spring has im- 
proved the outlook. An important factor is 
that preparations for the next automobile sea- 
son will begin early, due to earlier showing of 
the new models. From present indications, the 
seasonal low point in assemblies will come 
some time in August instead of the latter part 
of September, which has been the rule for the 
past few years. The change will require corre- 
spondingly earlier shipments of steel and the 
innumerable other materials used in automo- 
biles. We have referred to the turn in steel 
mill operations. Tire sales are holding up well, 
and the industry has not had to revise earlier 
estimates that its business this year would be 
approximately 25 per cent better than in 1938. 

New business in textiles has been about 
equal to seasonal needs. The advance in spot 
cotton prices has stimulated goods sales moder- 
ately, but the new crop months in the futures 
market continue to sell at substantial discounts, 
which destroys the confidence necessary for 
forward operations. Premiums on the near 
months at a time when the surplus of cotton 
is the largest ever known are an anomaly which 
under other conditions would probably have 
brought Government accusations of market 
manipulation and led to an extensive investiga- 










tion, as has happened on occasion in the past. 
However, the Government itself is responsible, 
for the impounding of 11,400,000 bales in the 
Government loan stock has reduced the free 
supply to a point where offerings of some quali- 
ties are not up to spinners’ needs. The longer 
the squeeze lasts the more likely it is to lead 
to cotton mill curtailment. 

The woolen mills continue busy with satis- 
factory orders for Fall. Silk operations are 
curtailed, in knitting as well as weaving. The 
sensational rise in silk prices has created a 
difficult situation for the hosiery manufactur- 
ers, who have been unable to get hosiery prices 
up to replacement costs. 

For all of the consumers’ goods lines the 
retail trade reports provide encouragement. 
Department store sales over the country in the 
four weeks ended May 20 averaged 7 per cent 
over a year ago, in dollars, although prices are 
no higher. Sears, Roebuck’s sales in the four 
weeks ended May 21 were 28 per cent over a 
year earlier, and 11 per cent over April; and 
Montgomery Ward also is understood to have 
made an exceptional showing. With inven- 
tories and commitments conservative, con- 
sumer demand is quickly reflected back to the 
producer. 

Building contract awards in April were in 
line with the seasonal trend. For the first three 
weeks of May they were higher in the residen- 
tial classification, but lower in public works 
and the non-residential group. Gains over a 
year ago have narrowed, due to the rise then, 
but business is deriving more support from 
general building activity this Summer than in 
eight or nine years, while residential construc- 
tion is the best since 1929. The peak of the 
Treasury disbursements for account of the 
P.W.A. and U.S.H.A. is still to be reached. 


Effects of Subnormal Capital Outlays 

The movements of business since last Sum- 
mer — the upswing, the incompleteness of the 
recovery, the reaction, and now the indications 
of stability or another modest rise—illustrate 
as aptly as could be done the situation that 
prevails when capital expenditures by business 
are low. The present business organization 
may be compared to any kind of a team when 
only part of its members are functioning. The 
working members get results, which vary with 
their efficiency, judgment, teamplay, and the 
conditions under which they operate; but even 
at their best the accomplishment falls short 
of what the whole team could produce if it 
were pulling together. 

Business analysts of all schools have agreed 
that the primary cause of unemployment is 
subnormal capital goods activity, although the 
conclusions they have drawn from the thesis 
have differed widely. The country has had an- 
other demonstration of the analysis during the 
past month, in the presentation before the 

















Temporary National Economic Committee of a 
study of investment and savings conducted by 
the Securities and Exchange Commission. The 
first witness was Dr. Alvin H. Hansen, Pro- 
fessor of Economics at Harvard and a past 
president of the American Economic Associa- 
tion, who presented estimates made by the Na- 
tional Bureau of Economic Research that the 
total outlay by American business on capital 
goods of all sorts averaged $18.3 billions per 
year from 1923 to 1929, inclusive, and dropped 
as low as $4.1 billions in 1932. In 1936 the 
figure recovered to $14.6 billions and in 1937 
to $18.8 billions, but according to Prof. Hansen 
the 1937 figure included an increase of $4 bil- 
lions in inventories. This showing supported 
the following statement by Prof. Hansen: 


It is the margin of income which is created by the 
capital goods industries that fills the gap between 
prosperity and depression. No high level of employ- 
ment and income has ever been achieved without a 
large outlay of plant equipment and new construction. 

Dr. Lauchlin Currie of the Federal Reserve 
Board supplemented these estimates with simi- 
lar figures of his own and demonstrated a close 
relationship between the plant and equipment 
expenditures of the mining and manufacturing 
industries and the index of industrial pro- 
duction. 

This point has been made by many econom- 
ists and requires no elaboration. However, the 
policies of the Administration have not always 
recognized it. Heretofore the general theory 
has been that a lasting business recovery could 
be generated if enough purchasing power were 
distributed to consumers, and that capital goods 
expansion would follow automatically. Experi- 
ence has proved this wrong. 


Testimony from the Corporations 


The next move of the Committee was to put 
upon the stand the Chairmen of the Boards of 
four great industrial organizations, the United 
States Steel Corporation, the General Electric 
Company, the General Motors Corporation, and 
the United Aircraft Corporation, and to elicit 
from them the information that these companies 
are not likely to require new capital from the 
public. In other words, they are not likely to 
provide a medium through which new indi- 
vidual savings can be invested in ways that 
will increase production and employment. 

The statements of these important men have 
naturally attracted great attention, and all of 
the aspects of what they had to say and other 
pertinent considerations should be taken into 
account. The testimony has been interpreted 
by some as supporting the theory that the 
economic organization is stagnating because 
its rate of growth has permanently slowed 
down, that the opportunity for private invest- 
ment and capital spending has become corres- 
pondingly restricted, and that savings there- 
fore tend to remain “hoarded,” or unproductive. 
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However, the testimony obviously signifies 
nothing more than that these well establishe 1 
and successful corporations can finance them- 
selves for the present without public borrowing 
or raising new equity capital. It does not prove 
either that capital is not needed, or that it is 
no longer important to have a public market in 
which capital can be raised. There would be no 
General Electric, General Motors, U. S. Steel 
or United Aircraft if individuals in the past 
had not subscribed capital and taken a risk 
with it. Two of the four concerns have drawn 
capital from the public quite recently. 

Moreover, the general theory of stagnation 
overlooks the other explanations for the dearth 
of capital expenditure. Undoubtedly there are 
other concerns in the industries today which 
are potentially capable of growth such as the 
four mentioned have made. Is it true that en- 
terprise is stagnant, or is the trouble with the 
taxation and the Government interventions 
which destroy the ability of the borrower to 
attract capital and the incentive to the investor 
to assume risks? 

The opinion that the capital market stag- 
nation is a phase of a permanent slackening 
of growth, rather than due to special handi- 
caps, was not shared by Mr. Owen D. Young. 
The General Electric Company has been a 
notably strong organization, but Mr. Young 
is under no illusion as to the service provided 
by the capital market in General Electric his- 
tory, or as to the effects of current taxation up- 
on capital flotations. In his testimony he said: 


It seems to me clear that the General Electric Com- 
pany could not have survived the panic of 1893 and 
probably could not have obtained such large sub- 
scriptions to its capital stock after the turn of the 
century if a capital gains tax of the kind we now 
have had been in operation. 

Without such subscription it seems entirely probable 
that the General Electric Company would not have 
been able to face the temporary panic of 1907. 


No Less Work to Be Done 


_The argument that private enterprise will 
not provide the medium by which private sav- 
ing can be set to work, and that the Govern- 
ment therefore must absorb and spend the 
country’s savings, invites one other reply. The 
claim that the country is slowing down, which 
is its real basis, is not new, and has not been 
supported by the lessons of history ; it has been 
advanced regularly in every depression, and has 
as regularly proved to be fallacious. The United 
States Commissioner of Patents in 1844 said 
that the day of important inventions seemed to 
be past ; the Commissioner of Labor, an econo- 
mist of repute, wrote in 1886 that there seemed 
to be no further room for extensive develop- 
ment, and that with growth confined to inten- 
sive development the days of rapid progress 
and large profits were probably at an end. 
Nothing is clearer than that neither of these 
gentlemen would have recognized the world 
even a few years after he wrote; and the tools 
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making for change, the research agencies and 
the scientific achievements, are incomparably 
more numerous and effective than ever before. 

The present is not an appropriate time for 
revival of the stagnation argument. The coun- 
try has been going through a depression, with- 
out complete recovery, for nearly ten years, 
and of course capital expenditures have been 
postponed in many cases. After the years of 
accumulating deficits in construction and equip- 
ment, the potential scope for private invest- 
ment is larger than it was in 1929. People 
want all that they ever did, and more, and 
there is no frontier to the economic growth of 
the country except in people’s wants. 

Moreover, there are countries in the world 
older in the economic sense than ours, coun- 
tries which grew up to their frontiers long 
before the United States did, and the lack of 
new areas wherein to expand has not pre- 
vented their complete recovery from the de- 
pression. It is well known that Great Britain 
in 1935, 1936 and 1937 surpassed all previous 
peaks in economic activity and production, and 
has been above the 1929 level ever since 1935; 
and the same is true of the Scandinavian coun- 
tries and others. The improvement in the years 
cited was accomplished by private enterprise, 
and with Government budgets in balance. 

The stagnation argument is a counsel of 
despair, and the reliance on Government spend- 
ing to keep the country growing and oppressive 
taxation to keep savings at work is its mistaken 
consequence, which confuses the problem and 
takes the.emphasis from where it belongs, 
namely, the revival of business enterprise. 
Overwhelmingly the paramount need is to 
make the adjustments that will get business 
back to a self-supporting basis and give it 
freedom to grow. This involves tax policies, 
the character and administration of Govern- 
ment controls and interventions in economic 
activity, Government competition and atti- 
tudes, all in addition to the problems of bus- 
iness and labor themselves. 

Mr. Young summed up his views in the testi- 
mony above described, when he closed with 
the following statement: 


I am in favor of temporary deficit financing, provided 
that it is supplemented by an affirmatively stimulat- 
ing and helpful attitude toward the railroads, toward 
the utilities, toward the construction industry, and 
provided further that there be such revision of tax 
laws and suspension of threats and restraints as will 
really enable the stimulant of deficit financing to work. 

I do not believe in the policy of giving a stimulant 
and then immediately neutralizing its effectiveness. 
Let us stimulate purchasing power with deficit financ- 
ing, provided that coincidentally government is ready, 
actively, to aid the stimulant by decisive measures 
helpful to business and to business confidence. 


Money and Banking 





Developments in the European situation 
have contributed to a better feeling through- 
out the financial markets. Both in Europe and 
in this country the abatement of war fears 


has had a stimulating effect upon security 
prices, and pressure upon the foreign ex- 
changes has eased, resulting in a slowing down 
of gold imports to the United States. Signifi- 
cant, too, has been a decrease in the foreign 
hoarding demand for United States currency. 

While the total gold receipts during May 
were large, aggregating in excess of $400- 
000,000, a substantial proportion represented 
metal sent here for the purpose of building up 
earmarked stocks now estimated to be in the 
neighborhood of $1,000,000,000. As our readers 
are aware, gold so held does not belong to us 
or enter into our monetary system, but is merely 
stored here in safe-keeping for foreign account. 
More significant from the standpoint of the 
money market was the decline in imports re- 
sulting from exchange operations and reflected 
by changes in Treasury gold stocks. As indi- 
cated by the following table, the rise in our 
gold stock was considerably less rapid during 
May than in April. On May 24 the total stock 
stood at $15,927,000,000. 


Additions to U. S. Gold Stock 
(In Millions) 


Week Week Week 
Ended Ended Ended 


March 8 $35 $182 May 3 


Due mainly to imports of gold, excess re- 
serves of member banks rose $180,000,000 
during the four weeks ended May 24 to a new 
high record of $4,300,000,000. Deposits like- 
wise increased, but loans recorded little net 
change for the period. Bank holdings of U. S. 
Government securities reached a new peak 
since 1937 early in the month, but afterwards 
declined, reflecting chiefly a reduction in hold- 
ings of long-term Treasury bonds. 


New High for Bond Prices 


With gold stocks and bank reserves rising, 
it is not surprising to find prices of high grade 
bonds also pushing into new high ground. 
The lessening of European tension, coupled 
with the further growth of excess reserves, 
was instrumental in lifting prices of longer- 
term Treasury issues 1%4 to 2 points during 
the month before the list encountered profit 
taking. High grade corporate bonds were 
generally firm, but lagged behind “Govern- 
ments,” partly because they were already high 
in many instances in relation to Government 
issues, tax features considered, and partly be- 
cause of the susceptibility of many prime 
corporate bonds to being called for refunding 
purposes. Prices of long-term Treasuries at 
the close of May were 4 points or more higher 
than at the close of 1938, and the best yield 
obtainable in the entire list was 2.32 per cent, 
on the 234’s of 1960-65. 














The diagram below, showing yields of Gov- 
ernment and high grade corporate bonds on 
an inverted scale, testifies to the vigor of 
the market move since the first of the year. 
In the short-term market, the situation is, of 
course, even more difficult for investors, with 
Treasury bills selling at the virtually non- 
existent “yield” of 0.004 per cent, and all ma- 
turities of Treasury notes through June, 1941, 
quoted on a no-yield basis, the latter condition 
being due partly to hopes of conversion privi- 
leges. 
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Trend of Bond Yields 
(Moody’s Investors Service) 


Admittedly, there appears to be nothing defi- 
nitely in sight to effect an early change in these 
conditions, since the inflow of gold continues 
and the Government remains committed to a 
cheap money policy. However, it may not be 
amiss to give some thought to the possible 
effects of a further reduction of the gold flow 
to this country, resulting either from adoption 
abroad of measures to control capital move- 
ments, as is becoming increasingly the ten- 
dency in Great Britain, or to improvement in 
foreign conditions, as has taken place recent- 
ly in France. Naturally, a continuation of 
international political tension at high pitch 
would be an obstacle to any substantial repa- 
triation of European capital; nevertheless, the 
ability of France to attract capital on balance 
during the recent critical months is perhaps a 
hint that the degree of reassurance required to 
induce a return of refugee capital may not be 
so great as has been supposed. There is also 
to be considered some possible repercussions 
upon commodity prices and interest rates of 
the huge rearmament program now just get- 
ting into its stride in Great Britain, especially 
should an upswing in British business be ac- 
companied by a similar move here, as was the 
case in 1936-37. 


The Situation in the Foreign Exchanges 


In the foreign exchanges, the principal move 
was in Dutch guilders, which rallied sharply 
on the less threatening political outlook. Both 
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Swiss and Belgian currencies were firmer, the 
latter aided by restoration of internal political 
stability and a strong stand by the Government 
against advocates of devaluation. On May 10 
the discount rate of the National Bank of 
Belgium was reduced to 3 per cent, after 
having been raised to 4 per cent in April. 

The pound sterling held steady around $4.68, 
under influence of official controls. While 
the outflow of funds from London has dimin- 
ished greatly in recent weeks, the movement 
continues. On May 16, the Chancellor of the 
Exchequer, Sir John Simon, in a statement in 
Parliament, cautioned British investors against 
sending their funds abroad, and subsequently 
the authorities requested London Stock Ex- 
change houses not to encourage dollar invest- 
ments. It should be unnecessary to add that 
this action by the British authorities was in no 
sense intended as an unfriendly gesture or as 
a reflection upon the soundness of our market. 
It was dictated solely by a desire to check the 
drain upon the London market and to keep 
British capital at home where it will be needed 
in connection with the large loans to be floated 
for rearmament purposes. To the extent that 
it checks a flow of “hot money” and unneeded 
gold to this country, this policy should not be 
unwelcome here. 


French francs were also steady during the 
month, supported by money going home from 
Switzerland, Holland and London. Not even 
the March crisis interrupted this inflow, which 
has not only enabled the Treasury to cover its 
requirements by borrowing but has strength- 
ened the gold reserves of the French Stabili- 
zation Fund as well. It was recently estimated 
that the gold resources of the Fund had ex- 
panded from about Fr. 4,000,000,000 (about 
$106,000,000) at the beginning of November 
when M. Paul Reynaud became Minister of 
Finance to about Fr. 20,000,000,000 (about 
$530,000,000) at the beginning of May. This is 
exclusive of the Fr. 5,000,000,000 ($132,000,000) 
of gold turned over by the Fund to the Bank 
of France in April. The repatriation has been 
due to greater confidence engendered by in- 
creased political stability and improvement in 
business. 


Is Britain Facing a BoomP 





While business recovery in this country has 
hesitated and lost ground since the beginning 
of the year, it is interesting to note that the 
reverse has been true in Great Britain. Not- 
withstanding the successive shocks to con- 
fidence caused by the international situation, 
British business has been experiencing a rise 
of unusual proportions, and already the ques- 
tion is being asked whether, as a consequence 
of increasing expenditures for national defence, 
Britain is not heading into a boom. Because 
of the possible effects of such a development 
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upon commodity prices and trade, not only in 
the British Isles but elsewhere, a brief review 
of British conditions and tendencies would ap- 
pear to be in order. 

Going back some months, it will be recalled 
that both in England and in the United States 
business reached a peak in 1937, but that in 
England the decline was slower in getting 
under way than in this country. In fact, it 
was not until the early part of 1938 that 
British indexes recorded any important shrink- 
age, and by that time American indexes were 
already nearing their lows. Similarly, on the 
upturn, Britain’s recovery until recently has 
lagged behind our own. Whereas in this coun- 
try business rose sharply in the last six months 
of last year, in Great Britain it remained gen- 
erally depressed to December, when the Econo- 
mist’s index of general business activity 
touched its lowest point since 1935. Even as 
late as its January 26 issue that publication 
was prompted to observe that “there are no 
appreciable signs in the industrial and com- 
mercial scene of any early change in trend.” 

Looking back now, with the advantage of 
hindsight, it is possible to see that even as 
the above statement was being written circum- 
stances were shaping themselves for a new 
forward movement. During 1938 the evidence 
afforded by retail trade and other indexes of 


consumption indicated that internal purchasing. 


power was not being seriously affected. Build- 
ing activity, according to the Economist, fell 
off less than might have been expected. As a 
result, by the end of the year business had 
been enabled to work off substantial stocks of 
goods, and in some industries, including iron 
and steel, production had been cut below 
consumption. No doubt the improvement in 
business in this country aided in arresting the 
decline in British industry in the latter part of 
1938, and certainly the rising armament ex- 
penditures were a factor. 


January the Turning Point 

At all events, as subsequently shown, 
January proved to be the turning point in 
British business, and since then reports have 
indicated substantial improvement. Measuring 
by the Board of Trade index, industrial activity 
stood at 131.3 (1930=100) in the first quarter 
of this year, compared with 126.0 in the pre- 
ceding quarter, while the Economists’ index 
of general business activity (1935=100) rose 
from 101 in December to 109 in April, one of 
the sharpest advances of the past ten years. 
The diagram shows the rally in stock prices 
from the lows reached in January. 

In individual industries, the most notable 
revival has been in iron and steel output, 
which in March and April exceeded 1,000,000 
tons, or just short of the record, leaving only 
a little margin of capacity unutilized. Activity 
in the electrical and machinery industries has 
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been increasing, and with the expansion of 
heavy industry, the important coal mining 
industry has become busier. Shipbuilding, too, 
has had a marked pickup, thanks largely to a 
new system of government subsidies to build- 
ers and operators. Even the textile trades are 
doing better. All this is being reflected in 
employment figures, which make a highly 
favorable showing. Thus, in April the number 
of active workers was the largest since 1937, 
with gains widely distributed both as to indus- 
tries and localities. As a result, unemployment 
as of the same date was down to 1,644,000, 
nearly 400,000 below the Winter peak and a 
reduction of over 100,000 from the total in April 
last year. In March alone the decline in the 
unemployed was the largest for any month in 
ten years. 

As for foreign trade, the situation is by no 
means unsatisfactory. Exports for the four 
months ended April were maintained close to 
levels of a year ago, while imports declined, 
leaving an import balance £24,500,000 less 
than in the same period last year and £6,400,- 
000 less than two years ago. No doubt a 
continuance of business recovery will bring 
about an expansion of imports, but that ex- 
ports have held so well in the face of handicaps 
has given encouragement. 

How far defense expenditures have been 
responsible for recent business gains is im- 
possible to say precisely, but no one doubts 
them to be a leading, if not the leading, influ- 
ence. Under modern conditions the complex- 
ity and ramifications of national defense, 
including air raid precautions, are such as to 
extend into practically every industry. There 
is no question but that government orders have 
contributed largely to the recovery in the steel 
and engineering industries, and they have also 
figured in the textile business. It is reported, 
for example, that there is now more machinery 
making army cloths than at any time since the 
war, and factories making jute sandbags are 
said to be “extremely busy.” Moreover, con- 
sideration must be given also to the indirect 
effects of increased employment and huge 
expenditures for materials resulting from the 
government’s program. 
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The Budget and Inflation 

Meantime, the British budget for the fiscal 
year 1939-40 (ending March 31 next) has been 
published and reveals a program of borrowing 
and spending for rearmament that is the larg- 
est since the war. As indicated in the table 
below, compiled largely from a summary that 
appeared in the April-May, 1939, Monthly 
Review of the Midland Bank of London, total 
expenditures for the current year are estimated 
at £1,325,000,000, against £1,055,000,000 last 
year, an increase of 25 per cent. Most of this 
increase, as the table shows, is accounted for 
by the rapidly increasing cost of national de- 
fense, which this year is estimated at £630,- 
000,000 (nearly half the total budget), com- 
pared with £400,000,000 last year, £266,000,- 
000 two years ago and £103,000,000 at the 
post-war low in 1932-33. 

As to revenue, it will be seen that the 
British Treasury hopes to raise £943,000,000 
this year, as against £927,000,000 last year and 
£873,000,000 two years ago. In the effort to 
bolster the revenues, the Treasury is boosting 
income surtaxes and estate taxes, likewise the 
levies on motor cars, tobacco, sugar and photo- 
graphic films. Even so, revenues will fall far 
short of the sums required, so that the major 
cost of the rearmament effort will have to be 
met by borrowing. As a consequence, Great 
Britain’s borrowings, already greatly increased 
last year, are expected to rise during the cur- 
rent year by an additional £255,000,000 to a 
new peace-time record of £383,000,000 (ap- 
proximately $1,800,000,000). 

What effects all this borrowing and spend- 
ing may have on the national economy is a 
question that is giving increasing concern to 
the British people. It will be borne in mind 
that British industry is already operating at a 
relatively high level, and that even at present 
certain industries, notably iron and steel, are 
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producing close to capacity. What then will 
be the effects of injecting all this additional 
purchasing power into the situation? 

In discussing this question, the Economist 
in its issue of May 6 states: 


After “full employment” is reached, any further ex- 
penditure out of credit expansion will not increase 
production or diminish unemployment; it will merely 
enhance prices and start the revolving spiral of infla- 
tion. In the layman’s language, “full employment” is 
the point at which the financing of government deficits 
by credit expansion ceases to be “sound finance” and 
becomes “unsound finance.” 

Bearing on this point, the Economist has 
introduced a new index of industrial activity, 
based on employment, which it contends re- 
flects more adequately the armament produc- 
tion than do the standard British indexes which 
are adjusted to reflect normal trade conditions. 
A diagram comparing this index with that of 


of 
based on ... 
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Industrial Activity in Great Britain (adjusted for 
seasonal variation. 1929 = 100) 


the British Board of Trade is reproduced here- 
with from the Economist’s issue of May 6. 
From this it would appear that output in the 
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mining and manufacturing industries in the 
first quarter of 1939 was already virtually as 
high as at the 1937 peak, which incidentally 
was also the high for all time. 

On the basis of the foregoing, and from other 
evidence, the Economist concludes that the 
condition of “full employment” may be much 
nearer than has been supposed, and similar 
views are expressed by other writers in the 
financial journals and the press. Should these 
estimates of the situation prove to be well 
founded, it follows that the British Govern- 
ment before long may well find itself under 
the necessity of taking steps to prevent prices, 
wages and costs generally from getting out of 
hand. Such measures could conceivably take 
the form of higher taxes, or a rise in the in- 
terest rate, or an extension of governmental 
controls over prices, wages and production, or 
some combination of all three. 

It is true that the government already has 
taken steps in the direction of higher taxation 
and a greater control over the supplies of labor 
and materials, but these steps may have to be 
carried further. Whether in a democracy like 
Great Britain it will be possible to adopt con- 
trol measures rapidly and extensively enough 
to avert inflation is a question that time alone 
can answer. At all events, increased regimen- 
tation at home appears certain to be part of the 
price of security from external danger. 


Problems of Farm Relief 





The agricultural policy has again become a 
subject of general comment during the past 
two months, by reason of the Supreme Court 
decision in April upholding the Farm Act of 
1938, the debate in Congress upon various pro- 
posals to deal with the cotton problem, and 
finally the action of the Senate last month in 
voting to add $384,000,000 to the appropria- 
tions for farm payments which had previously 
passed the House. 

The Supreme Court decision establishes Gov- 
ernment control of production (via control of 
“marketing”) on a firm Constitutional basis, 
although it is not a direct reversal of the 
Hoosac Mills decision of 1936. The Hoosac 
Mills case held that “processing taxes,” levied 
to pay for production control, were unconstitu- 
tional, as production was not interstate com- 
merce and therefore not subject to Federal 
control. In drafting the 1938 Farm Act, an 
effort was made to stress marketing rather 
than production, and references to production 
were made as incidental as possible. A Georgia 
producer of tobacco challenged the Act, claim- 
ing that his production was being penalized in 
violation of the Hoosac and other decisions. 
He lost his case in the lower court and the 
Supreme Court affirmed the decision, with the 
distinction between production and marketing 
set forth as follows: 


First—The statute does not purport to contro! pro- 
duction. It sets no limit upon the acreage which may 
be planted or produced and imposes no penalty for 
the planting and production of tobacco in excess of 
the marketing quota. It purports to be solely a regu- 
lation of interstate commerce, which it reaches and 
affects at the throat where tobacco enters the stream 
of commerce—the marketing warehouse. 


Justices McReynolds and Butler dissented, 
briefly, saying: 
Whatever may be its declared purpose or appear- 


ance the enactment operates to control quantity raised 
by each farmer. 


Loans on Farm Products 


However, the 1938 Farm Act has been given 
right of way. The Act offers producers of 
certain farm products (wheat, corn, cotton, 
tobacco and rice) definite “benefits” (loans 
“without recourse,” “conservation payments,” 
“price adjustment payments,” etc.) on condi- 
tion that they limit their plantings to sched- 
ules prepared by certain authorities and market 
the products according to regulations. 

The matter of chief concern is how the Act 
will “work.” So far it has worked very much as 
did the Federal Farm Board Act of 1929 and 








GOVERNMENT LOANS ON FARM PRODUCTS 


Loans out- Collateral Loan rate 
standing pledged per unit 

Cotton: Feb. 28, 1939 Bales Pound 
1934-35 $119,338,538.24 1,666,350 12 ¢ 
1937-38 ...... 241,198,574.03 5,289,632 9c¢ 
1938-89 ...... 197,441,096.36 4,307,204 8.38¢ 
Total ...... 557,973,208.63 11,263,186 

Wheat: Bushels Bushel 
1938 ....ccccoce $47,225,255.61 81,843,224 60c 

Corn: 


Commodity 


$556,053.63 1,178,852 50c 
15,772,856.49 27,711,182 57¢c 
1938-39 ...... 93,097,865.68 163,517,766 57c 


Total ...... 109,426,775.80 192,407,800 
Butter: Pounds 
1938 ccoccoce $18,562,817.58 70,127,905 
Wool, mohair: 

1938 ccccore $9,031,449.40 
Turpentine: 
1984-35 ...... 


1988  cccccccsse 
Rosin: 





Pound 
*25% to 25% 


50,092,053 18c 
Barrels Gallon 
691,492.50 42-48¢ 

allons 
9,011,185  20%-26c 


Rd. barrels 
808,886.00 } +$5.75 


1,275,400.71 
2,012,048.34 


1938 ccccccoee 9,965,004.08 Drums 


122,070.00 
Tobacco: Pounds 
3,693,035.41 28,763,195 


1981-35 .. 
1937-38 772,118.55 4,718,276 


Total . 4,465,148.96 28,481,471 


Tons 
4,489.83 


Figs: 
1938-39 
Peanuts: 
1938-39 . 
Prunes: 


117,517.92 
4,021,980.64 
326,703.33 
10,267.49 


56,059.11 
28,589.83 


22,626.81 
2,864,702.59 92,010.68 


2,874,970.08 114,637.44 


Pounds 
1938-39 350,417.44 2,726,387 
Hops: 


1938-39 1,394,587.62 
Grand Total $769,000,000.00 


7,076,841 


*92-score, Chicago basis, plus subsequent advances 
for storage and operating costs. 
+Per 280 pounds (H grade), 





June,1939 , 


the Agricultural Adjustment Act of 1933. The 
non-recourse loans on farm products are 
equivalent to the purchases made for price- 
supporting purposes under the Farm Board 
program. The Farm Board had an appropria- 
tion of $500,000,000 at its disposal to promote 
orderly marketing. The Board retired May 27, 
1933, and to the end of 1937 more than $340,- 
000,000 had been definitely charged off as lost. 

For comparison with this figure, as of Febru- 
ary 28, 1939, the Commodity Credit Corpora- 
tion held $769,000,000 of unpaid loans made to 
producers and producer-cooperatives on 15 
different commodities during the past five 
years, as shown by the accompanying table. 

Since February 28, further loans have been 
made on cotton and corn, while the loans on 
wheat and wool have been reduced by reposses- 
sions, and some of the butter has been used 
for relief distribution. 


The “without recourse” loans on commodities 
are very attractive to producers, for if the mar- 
ket price goes above the loan rate, the borrower 
may sell and take the margin, while in any 
event the collateral will cancel the debt. These 
loans have been made from funds of the Com- 
modity Credit Corporation, and if possession 
is taken of commodities and they are marketed 
at a loss, the loss will fall on these funds. The 
Commodity Credit Corporation was financed 
chiefly out of the general fund of the Treasury 
although there were sales of its obligations in 
the market. These obligations are, of course, 
guaranteed by the United States Government. 


Farm Benefit Payments, 1939 


Benefit payments to be made in 1939 under 
the 1938 legislation are as follows: 
Conservation Price Ad- 
Payments justment Total 


(per Payments Payments 
unit) (perunit) (per unit) 


9c bu. 6c 15c 
17¢ bu. llc 28c 
2c Ib. 1.6c 3.6¢ 
10c cwt. 12¢ 22c¢ 
Peanuts None $3.00 
Potatoes ;. None 3c 
Tobacco i * None 0.8¢ 


The 1938 session of Congress appropriated 
$500,000,000 for conservation payments and 
$212,000,000 for price adjustment payments, a 
total of $712,000,000 to be paid in 1939. Of 
the price adjustment payments about $61,600,- 
000 goes for corn, $64,100,000 for wheat, $84,- 
560,000 for cotton, and $1,700,000 for tobacco. 
For payments in 1940, Senate amendments to 
the House bill, concurred in by the House, have 
raised the price-adjustment appropriations to 
$225,000,000, and added an item of $113,000,000 
for removal of crop surpluses by “dumping,” 
either abroad or by a two-price system at 
home. The latter figure is in addition to the 30 
per cent of customs receipts ($90,000,000 this 


year), which is allotted to the Secretary of 
Agriculture annually for the same purpose. 
This $338,000,000 and $90,000,000, together with 
the $500,000,000 for conservation payments, 
make a total of $928,000,000 of benefits in pros- 
pect for 1940. 

Total appropriations for the Department of 
Agriculture, as the bill passed the Senate May 
12, 1939, aggregated $1,218,666,572. Included 
is an item of $50,000,000 to finance the Farm 
Tenant Act, $191,000,000 for public roads, $18,- 
202,652 for the Bureau of Animal Husbandry, 
etc. The total is more than the total yearly 
expenditures of the Federal Government before 
the War, and equal to about one-third of this 
year’s probable Treasury deficit. 

Since the fiscal year 1929-30, when the first 
expenditures of the Farm Board were made, 
and including the appropriations for 1939-40, 
the net expenditures under the various agri- 
cultural programs, exclusive of the regular De- 
partmental items, total approximately $4,500,- 
000,000. Moreover, they are increasing, rather 
than diminishing, and it is important whether 
they are to be regarded as emergency expendi- 
tures, or as permanently necessary “to place 
the industry of agriculture on an equality 
with the other industries” —the stated pur- 
pose of the Farm Board Act. 


The Cotton Problem 


Readers of this Letter know that American 
cotton farmers are facing a difficult problem, 
due to the decline in this country’s share of 
the world’s cotton crop, the drop in our ex- 
ports, and the accumulated surplus. Total 
exports since August Ist last but recently 
passed 3,000,000 bales, against 5,000,000 in the 
same months last season. The former figure is 
the lowest for the period in fifty-six years. 

Instead of holding her share of an increasing 
consumption abroad, the United States has 
been losing from what she had. The increasing 
supplies of foreign cotton have tended to re- 
duce prices, and the farm organizations of this 
country, South and North, have made defence 
of cotton prices a common cause. By the aid 
of the United States Government the natural 
flow of American cotton has been held back, 
and the price supported at a high level com- 
pared with other growths, allowing foreign 
cotton to replace American. This is the policy 
followed as to wheat by the United States and 
Canada in 1929-32, with disastrous results. 

Another result of the price-supporting policy 
for cotton has been the increasing substitution 
of the cellulose fibers. Germany, Italy and 
Japan have led in their use, but it is increasing 
in other countries. This is ominous to agricul- 
ture in this country, both South and North, for 
as the cotton area is reduced, the area in crops 
of lower export value, which already is exces- 
sive, will be increased. 
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The extent of the Government price-support 
is shown by the fact that approximately 11,- 
400,000 bales of cotton (almost the amount of 
last year’s crop) are pledged for Government 
loans at 8.3 cents to 12 cents per pound, plus 
carrying costs. This has supported the spot 
price at roughly the loan equivalent, but prices 
on future deliveries have been below the spots, 
which shows that the goods industry has 
judged the market to be artificial. Within two 
months the new crop will be coming, and deal- 
ers and consumers wonder how long the Gov- 
ernment will continue to add to its holdings, 
and what will be done with the cotton it has. 

The cotton forces in Congress have been 
divided. The Senate Committee on Agriculture 
reported a bill for selling part of the loan 
stock back to the borrowers at 5 cents per Ib., 
3.3 cents below the latest loan rate, on condi- 
tion that the latter would cut this year’s plant- 
ing by a like quantity. As production costs are 
above 5 cents, this would afford the landlord a 
double profit, although hard on the sharecrop- 
per. The House Committee rejected this, and 
the President and Secretary Wallace have pro- 
posed an export subsidy. Mr. Wallace will have 
funds at his disposal which can be used for 
this purpose, unless Congress specifically with- 
draws his power to do so. 

Unavoidable losses to the public result from 
subsidizing exports for they demoralize all 
markets. Our unaided cotton exports, re- 
duced as they are, have been bringing lower 
prices because of reports of probable dumping. 
Every rumor of Washington policies disturbs 
world markets, not only for cotton but for 
cotton goods. The practice of dumping (selling 
abroad for less than at home) is disruptive of 
legitimate trade, unneighborly and completely 
discredited. Each nation should do its share in 
the maintenance of orderly trade. The United 
States does not tolerate dumping by others, 
and many countries have laws against it. Sena- 
tor Smith of South Carolina, Chairman of the 
Senate Committee on Agriculture, is quoted 
as commenting upon the dumping proposal that 
it would be a “violation of our own anti-dump- 
ing laws.” 

Other Crop Loans 

Meanwhile, the cotton dispute has aroused 
the producers of corn, meats, lard, dairy prod- 
ucts, poultry and fruit to their own rights in 
the premises. 

The Government has made loans on the 1938 
wheat crop, averaging a little below 60c on 
the farm. In the middle of last Summer it 
appeared that the carryover July 1, 1939 might 
be in the neighborhood of 350,000,000 bushels, 
or almost as high as at the worst of the de- 
pression. The program adopted to reduce this 
surplus was the export subsidy, under which 
approximately 86,500,000 bushels (wheat and 
flour) have been sold abroad at an average cost 
to the Treasury of 25c a bushel. The subsidy 


program is based on the idea that we should 
export 100,000,000 bushels of wheat, repre- 
senting 20 per cent of world shipments, which 
is considered to be this country’s “reasonable” 
share. About 85,000,000 bushels of wheat were 
also accumulated in the loan, of which about 
20,000,000 bushels have been repossessed by 
the borrowers since prices improved. On May 
20th Secretary Wallace announced that loans 
would be made on this year’s wheat crop at 
rates higher than last year, about 6lc on the 
farm and 80c in Chicago. 

During the 1938-39 season, loans have been 
made throughout the Chicago territory on corn 
in farmers’ cribs at 57 cents per bushel, but 
corn has been selling f.o.b. Chicago at less than 
50 cents, and in the country at 35 cents. Al- 
though 227,000,000 bushels of corn were sealed 
under the loan, about half the farmers in the 
corn belt were not eligible for loans due to non- 
compliance with 1938 acreage allotments; and 
free market supplies in relation to the number 
of animals to feed have been large. Evidently 
another corn loan will be offered this year, 
and more farmers will be eligible. More corn 
growers than ever before have signed up for 
the acreage program this year, which will in- 
crease benefit payments on this crop. 

Another important commodity which the 
Government has been supporting at consider- 
able cost is butter. After about 80,000,000 Ibs. 


had been distributed through relief channels up 
to May 1, the Dairy Products Marketing Asso- 
ciation, which is financed by the Commodity 
Credit Corporation, still held 57,000,000 Ibs. 
and the Federal Surplus Commodities Corpora- 
tion and various State relief agencies an addi- 
tional 5,000,000. 


The Principles Involved 


This record of farm relief costs and results, 
with emphasis on the one year’s operations 
under the latest Act, indicates that certain 
fundamental conditions were overlooked. In 
the first place every part of the economic 
system sells to and buys from the others, — 
practically exchanging services. Moreover, 
while money, credit and banking services are 
useful trade facilities, the only original buying 
power is that of the goods and services being 
exchanged. They must buy and pay for each 
other in the markets, or the system falls into 
disorder. Every business depression the world 
has known has resulted from a disturbance of 
trading relations. The most serious depressions 
have followed wars, and the World War was 
the greatest of all disturbances. 

It is true that agriculture faced a grave 
emergency at the end of the War. The rise 
and fall of farm prices due to the War created 
the farm problem. Crop acreage was increased 
in many countries, and after the War Europe 
reduced imports to less than pre-war ship- 
ments. Secretary Wallace, coming fresh to the 





situation, said that unless farm exports could 
be increased to the pre-war basis, 40,000,000 
to 50,000,000 acres might have to be withdrawn 
from cultivation before the equilibrium would 
be restored. 

With farm income dropping 55 per cent from 
1929 to 1932, the farmer needed — first of all 
— support to stay on the job. This was given 
to a helpful extent by mortgage moratoriums 
and direct loans, and this legislation has been 
unanimously approved. Next in importance 
was saving at least the pre-war foreign market, 
but instead of contesting for this, we are un- 
willing to sell at world prices. We cannot dic- 
tate world prices; we must accept them, or 
abandon the market. Can the cotton farmer 
afford to sacrifice his cotton exports for a 
policy that will be continually under attack? 


The Problem of Readjustment 


It is noteworthy that tobacco, although one 
of the principal crops, is not expected to re- 
quire price-adjustment payments, because the 
present acreage renders them unnecessary. 
This means that if all farm crops, and farm 
population aiso, were adjusted to market needs, 
the farm problem would disappear. The same 
is true of every industry, and as the system 
is always changing the problem of adjustment 
is always present. The price-maintenance 
policy. involves incalculable costs and runs 
into unsolvable difficulties, as illustrated in 
cotton. The alternative is the shifting of 
workers from where they are not needed to 
places where they may be useful. The law of 
supply and demand applies to farmers as well 
as to farm products. 

The idea of shifting families, (real people) 
to adjust the balance of an intangible economic 
system, may not have an offhand appeal, but 
the economic system always has practiced it. 
Many thousands of young people have left the 
farms for city vocations, and this is the class 
who make the changes and make them with 
zest. It has been said more than once that 
unless certain farm legislation was passed the 
farm population of this country would be “re- 
duced to a state of peasantry,” but if over the 
last 100 years all of the people who have left 
the farms had remained there, and all the 
workers who have gone into new industries 
had been added to farm population, without a 
contra movement, the farm population would 
have been reduced to peasantry long before 
now. Nothing can reduce the American farm 
population to peasantry but too many farmers 
in proportion to the demand for farm products. 

The natural increase of population is higher 
in the country than in the cities, but the de- 
mand for labor is greater in the industrial and 
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trading centers. The Department of Agricul- 
ture is responsible for a statement that the in- 
crease of farm population is great enough to 
provide a surplus of 40 to 50 per cent over the 
number required to maintain the present popu- 
lation on farms. Another statement from the 
Department of Agriculture is that 60 per cent 
of the present farm population would be ample 
to produce the present supply of farm products. 
These statements show that the farm popula- 
tion tends to grow in disproportion to the need 
for farm workers, thereby unbalancing the 
system, and the effects are: (1) to increase 
farm production unduly; (2) to lower the 
aggregate farm income; (3) to lower farm 
purchasing power per capita. It is no answer 
to say that seemingly there are too many in 
the cities also, for that is only further proof of 
an unbalanced organization. If there were 
fewer farmers, the purchasing power of the 
farm population would be higher, and this 
would give more employment in the cities. It 
cannot be too often repeated that inasmuch as 
the groups of the system employ and supply 
each other, both employment and compensa- 
tion naturally result from reciprocal relations. 

In the South the movement from cotton 
fields to cotton mills and other industries has 
been significant of the needed change. The 
growth of employment in manufacturing, 
transportation and the service industries has 
been largely by the attraction of labor from 
agriculture, and will increase as the costs and 
prices of such goods and services are reduced. 
It is probable that if prices could be reduced 
one-half, sales and employment would be more 
than doubled. Cost reductions have been ac- 
complished mainly by the employment of capi- 
tal to increase the productivity of labor. The 
problem of recovery for all the industries, 
including agriculture, is that of restoring the 
trade between them. 


The farm problem is a very real and grave 
problem, but only a part of the larger problem, 
which includes the millions of unemployed in 
the cities, the mounting relief expenditures, the 
increasing tax burden, and the plight of the 
industries. In truth, there ts no need for unem- 
ployment or billions for relief. The purchasing 
power of every group of the economic system 
is in the services it may render to the other 
groups; and the problem confronting all groups 
is that of so adjusting the trading relations that 
full time employment may be had for all. The 
real test of the farm program is whether it is 
facilitating and cushioning the needed adjust- 
ments, or whether it is in fact impeding them 
and only postponing the true solution of the 
problem. 
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Don't Take Worry With You 





AKE a complete rest from personal and business cares this year. Leave 
them behind, in the capable hands of THE NATIONAL CITY BANK 
OF NEW YORK. Whether you go overseas or remain in this country, the 


services briefly described here will help make this vacation more enjoyable. 


Look over this list now and consult your nearest National City branch. 


TRAVELERS CHECKS—N. C. B. Travelers 
Checks provide safe, convenient funds 
for everyday vacation needs. Banks, 
ticket offices, hotels, shops, throughout 


the world, honor them readily. 


LETTERS OF CREDIT—An N.C. B. Letter 
of Credit is virtually a traveling bank 
account, particularly convenient for 
those on extended journeys. Its presen- 
tation assures prompt, personal service, 


an important matter when traveling. 


CABLE TRANSFERS—No matter what 
part of the world you may happen to be 
in, you can easily and quickly transfer 
funds to any point you choose. 
A visit to the nearest of the thou- 
sands of National City Bank of 
New York correspondents will 


assure immediate attention. 


CUSTODIAN ACCOUNTS—For the care 
and safeguarding of your securities in 
your absence; collection and distribu- 
tion of income and maturing principal; 
notification of subscription privileges 
and redemption calls; buying and sell- 
ing of securities; and the making of 
investments as instructed by you or 


your attorneys. 


SAFE DEPOSIT—Your insurance pol- 
icies, contracts, bonds, jewelry and 
other valuables need far greater pro- 
tection than home or office safe can 
give them. A National City Safe De- 
posit Box provides positive protection 
at low cost. Commodious, fire- 
proof, burglar-proof vaults are 
available for the storage of 
silverware and other large 


articles of value. 


Branches, Affiliates and Correspondents in every Commercially 


Important City in the World. 


Member Federal Deposit Insurance Corporation 
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